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In addition to requiring automatic enrollment, SB 1234 clearly contemplates the state playing a 

role in the selection of the investments available under the Program. The Board would determine who 

will manage the investments of the trust, and could select the state treasurer, the manager of the Public 

Employees' Retirement System, and/or a private money manager. It does not appear that individual 

participants would be able to direct their own investments among a menu of options. As noted above, 

an employer wishing to avoid ERISA coverage of a payroll deduction IRA program cannot attempt to 

influence the financial institution's selection of investment options. Again, the fact that the state 

instead of the employer is acting in this capacity, should not lead to a different result in terms of ERISA 

coverage in general. It may be that the state (as opposed to the employer) would be determined to be 

the ERISA fiduciary with respect to the Program. 

Alternatively, another potential basis for concluding that the Program should be subject to 

ERISA relates back to the defined benefit-type formula contemplated by SB 1234. Although the Act 

technically would not require employer contributions to the accounts, one could argue that the stated 

interest credits are functionally equivalent to employer contributions-which are prohibited under the 

DOL s safe harbor regulation for payroll deduction IRAs. The Board essentially would have 

discretionary control over all investment gains earned on the accounts and would determine whether 

and when to allocate those amounts to participants, much like an employer sponsor of a cash balance 

plan. Moreover, the formula for determining participant account balances raises the same potential for 

underfunding that implicates ERISA' s minimum funding standards and PBGC insurance. Although 

the Act contemplates the Board procuring private insurance to ensure against any funding shortfalls, we 

believe the same concerns that led to the enactment of ERISA to protect private sector benefit 

programs are applicable here, especially since the Act disclaims any state liability for benefits promised 

under the Program. In the event that problems arise, participants under this Program would very likely 

have no recourse against any responsible party if ERISA did not apply. 

Ultimately, if a payroll deduction IRA program established by the state fell under ERISA, the 

fiduciary and other ERISA responsibilities would apply to the state and/ or the employers participating 

in the Program, as discussed below. Although SB 1234 provides that the Board will not implement the 

Program if it is determined to be an employee benefit plan under ERISA, we believe it is important to 

review the significant obligations imposed under ERISA in case it is later determined (for example, by a 

court) that the Program is covered by ERISA. In addition, any state involvement in the employee 

benefit plan area raises potential federal preemption issues that could render the arrangement invalid. 15 

15 Section 514 of ERISA generally provides that Tide I of ERISA supersedes any state laws insofar as they relate to any 
employee benefit plan described in section 4(a) of ElUSA. The exemption for governmental plans would not apply here 
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D. Consulting-with Counsel and the SEC Staff 

Our comments with respect to the federal securities laws are meant to highlight issues that we 

believe should be considered and addressed before the launch of the Program and the Trust. In light of 

the 1940 Act, 1933 Act and Advisers Act concerns discussed above, we recommend that the Board 

consult with legal counsel knowledgeable about the regulation of pooled investment vehicles and the 

available exemptions from such regulation, and/or contact the staff of the SEC's Division of 

Investment Management (1M), which handles matters relating to the 1940 Act. 

* * * 

Small employers today can select from a wide range of retirement plan options including 

payroll-deduction IRAs, SEP IRAs, SIMPLE IRAs, safe-harbor 401 (k) plans, and traditional40 1 (k) 

plans. 52 A payroll-deduction IRA program has virtually no set-up costs beyond establishing a payroll 

feed. Non-profit organizations also are eligible to establish a 403(b) plan which operates similarly to a 

401 (k) plan, but with some important differences that can make it easier for the employer to maintain. 

Many financial services providers, including those based in California, offer low-cost 401 (k), 403(b) 

and IRA-based plans to employers large and small. Furthermore, it is sometimes forgotten that generally 

any worker earning compensation can contribute to an IRA, and could set up an automatic payroll 

deduction plan if the employer's payroll system accommodates it. Retirement savings opportunities­

for those who value them-are not lacking. Whether an employer chooses to make use of the many 

retirement plan solutions available depends in large part on the level of demand from employees. 53 

The available evidence does not indicate a compelling reason for state government entrance 

into this marketplace. A state-run retirement plan for private-sector employees would unfairly compete 

with private businesses in California. As explained above, we believe the Program will not meet the 

Act's prerequisites that the accounts will qualify for the favorable federal tax treatment accorded IRAs, 

that ERISA will not govern the arrangement, and that the Program will be self-sustaining in terms of 

costs. A potentially more effective approach could be to provide California state tax incentives to 

private employers who agree to sponsor a retirement plan for their employees. We therefore urge the 

Board to undertake a comprehensive examination of the true costs and benefits that would be involved 

in establishing and maintaining a retirement plan for private-sector employees. As with the many other 

states that have considered this type of proposal in recent years, the examination is likely to find that the 

52 See, e.g., "Choosing a Retirement Solution for Your Small Business," Internal Revenue Service and Department of Labor, 

available at www.irs.gov/publirs-pdf!p3998.pdf. 

5 See Brady and Bogdan (2013), supra note 4. ' 

file:///C:/Users/pbrady/AppData/Local/Microsoft/Windows/Temporary%20Internet%20Files/Content.Outlook/1BTKBVUP/www.irs.gov/pub/irs-pdf/p3998.pdf
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costs will outweigh any potential benefits. Retirement plan providers in California, including many 

Institute members, currently offer cost-effective solutions to employers, as well as to individuals directly 

through IRAs. 

The Institute is available to provide additional information and clarification regarding these 

matters. Please do not hesitate to contact Dorothy Donohue at 202-218-3563 (ddonohue@ici.org) or 

David Abbey at 202-326-5920 (david.abbey@ici.org). 

Sincerely, 

/s/ Dorothy M. Donohue /s/ David M. Abbey 

Dorothy M. Donohue David M. Abbey 

Deputy General Counsel- Securities Regulation Senior Counsel Pension Regulation -
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